
. 0 

UNITED STATES GENERAL ACCOUNTING OFFICE 
WASHINGTON, D.C. 20548 

FOR RELEASE ON DELIVERY 
EXPECTED AT 9:30 a.m . 
JULY 7, 1983 

STATEMENT OF 

ALLAN I. MENDELOWITZ 
ASSOCIATE DIRECTOR, NATIONAL SECURITY AND 

INTERNATIONAL AFFAIRS DIVISION 

BEFORE THE 

SENATE COMMITTEE ON BANKING 
SUBCOMMITTEE ON INTERNATIONAL ECONOMIC 

AND MONETARY AFFAIRS 

ON 

JAPANESE INDUSTRIAL POLICY 

M r. Chairm an and M embers of the Subcommittee: 

We are pleased to be with you today to discuss our reports, 

"Industrial Policy: Japan's Flexible Approach" (GAO/ID-82-32) and 

"Industrial Policy: Case S tudies in the Japanese Experience" 

(GAO/ID-83-11). Our work focused on (1) exploring the contribu- 

tion of m acroeconom ic policy to industrial growth, (2) determ ining 

those policies which support growing industries; and (3) determ in- 

ing those which assist declining industries. 

We exam ined Japan's past and present experiences with in- 

dustrial policy. We reviewed the changing goals and tools of 
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Japan's industrial policy to assess how and why they. have changed 

over the postwar period. In addition, we discussed how macro- 

economic monetary and fiscal policies have contributed to achiev- 

ing the goals of industrial policy. 

In Japan, macro- and microeconomic policies have worked to- 

gether to achieve governmental goals. Microeconomic industrial 

policies helped to achieve broad economy-wide goals through their 

impacts on individual industries and sectors, monetary and fiscal 

policies reinforced the effectiveness of industrial policy tools 

by creating conditions that favored investment and growth. 

INDUSTRIAL POLICY AFTER WORLD WAR II 

The widely accepted consensus in Japan from World War II 

through the early 1970s strongly supported government efforts to 

reconstruct the Japanese economy by rebuilding the nation's basic 

industries and by working to catch up with the technology of the 

United States and Western Europe. 

Japan, in the early postwar period, marshalled a large array 

of industrial policy tools which enabled the government to strong- 

ly influence the rate and direction of economic growth. These 

tools included 

--strict foreign exchange controls; 

--commercial policies which gave incentives to 
exports and restricted imports: and 

--controls over foreign investment and the acqui- 
sition of technology. 

For example, foreign exchange controls were used to direct re- 

sources to tarqeted industries and to limit foreign competition 
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in the domestic market. The Foreign Exchange and Foreign Trade 

Control Law operated through a system consisting of a foreign ex- 

change budget and import controls. The foreign exchange budget 

set the amount of foreign currency available for the year and al- 

located it among sectors of the economy. This enabled the govern- 

ment to effectively allocate foreign exchange and, thereby, to 

direct raw material imports and the acquisition of foreign tech- 

nology to targeted sectors; for example, steel and chemicals. 

During this period, the government protected domestic industry by 

carefully restricting competition from imports and foreign indus- 

try through the use of import controls and controls over foreign 

investment in Japan. 

Monetary and fiscal policies reinforced the effectiveness of 

these tools in a number of ways, primarily by 

--maintaining a balanced budget and government 
spending at a modest share of gross national 
product; 

--administering a tax system which favored savings 
and investment: 

--keeping interest rates low, thereby both lower- 
ing the cost of investment and generating demand 
for loanable funds that exceeded supply: 

--placing strict controls over domestic capital 
markets, which effectively prevented these mar- 
kets from becoming a major source of free market 
capital; and 

--channeling government-controlled resources into 
productive investment. 

By restricting capital markets and keeping interest rates artifi- 

cially low, the government was able to effectively control which 

industries had access to Japan's limited capital. Firms were 
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largely dependent upon Japan's 13 major city banks for financing 

industrial development. The city banks, in turn, were dependent 

upon the Bank of Japan in order to expand their loa.nable funds. 

This interrelationship enabled monetary authorities to effectively 

ration credit through the city banks to targeted growth sectors. 

Non-targeted sectors were denied access to this cheap capital. 

Fiscal authorities also allocated budgetary funds to support 

targeted industries. Funding came from tax revenues and the pro- 

ceeds of government bond issues. Because of a commitment to sound 

finance principles, the only government debt incurred prior to the 

early 1970s was for productive investment. These bond revenues 

were primarily used to support the development of infrastructure. 

Household savings were also allocated by the government. These 

savings were primarily deposited in the nation's post offices, and 

were channeled by the Ministry of Finance to the Fiscal Investment 

and Loan Program (FILP). The funds were in turn allocated to 

local governments, government corporations and government 

financial institutions, such as the Japan Development Bank and 

Japan's Export-Import Bank, to implement government economic 

policy goals. Significant funds from the FILP were thus allocated 

to targeted industrial sectors to stimulate industrial 

development. The FILP account has been as large as 50 percent of 

Japan's national budget and thus has accounted for significant 

assistance to Japanese industry. 

CHANGING GOALS AND TOOLS OF INDUSTRIAL POLICY 

A key feature of Japanese industrial policy has been its 

flexibility in responding to changes in the domestic and interna- 

tional economies. During the early postwar period, industrial 
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policies were geared toward achieving rapid economic growth and 

establishing an industrial infrastructure. As these goals were 

achieved, efforts were refocused on catching up with the indus- 

trialized West and developing new technology. By the mid-1970s, 

Japan was also giving more recognition to such concerns as the 

quality of life, the environment, and other social considerations. 

Furthermore, the rapid rise in the price of petroleum since 1973 

had an especially strong impact on Japan. Roughly 75 percent of 

Japan's energy comes from oil imports, the highest of any major 

industrialized nation. 

In the early postwar years, policy goals were primarily sec- 

tor oriented: qovernment and business addressed themselves to re- 

building specific industries and sectors of the economy. By the 

mid-1960s, Japan had largely achieved its postwar development 

goals and began placing growing emphasis on technology and social 

development issues. Following the economic turbulence of the ear- 

ly 197os, Japan has focused on adjusting to stable growth, sup- 

porting resource conservation, and improving the environment, 

while continuing to support the development of new technology. 

W ith changes in the goals of industrial policy, tools to im- 

plement these goals also changed. Such changes are attributed to 

numerous factors, including 

--the financial success of Japanese firms, which 
left them less dependent on debt financing: 

--the relaxation of domestic regulation of finan- 
cial markets, which opened new avenues of fi- 
nancing to firms; 
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--international pressure and obligations of Japan, 
arising from international agreements such as 
those under the International Monetary Fund and 
the General Agreement on Tariffs and Trade: and 

--increasing budget deficits and other budget 
priorities, which placed constraints on the 
government's ability to finance industrial 
development. 

Government influence over key industrial sectors began to 

weaken as a result of these factors. 

As trade and investment laws were amended to remove controls 

over foreign exchange and international trade agreements provided 

for reductions in tariffs, quotas, and some non-tariff barriers, 

the government lost an important source of its power to direct 

industry. 

W ith increasing trade friction with developed nations, com- 

petition from newly industrializing countries, and economic hard- 

ships resulting from the oil crisis, the Japanese Government finds 

itself restraining competitive Japanese industries from foreiqn 

markets and assisting other industries to adjust to declining com- 

petitiveness. A rising class of structurally depressed indus- 

tries, a number of which are energy-intensive, and the attendant 

employment problems have led to new legislation and government 

involvement in easing the adjustment process. In recent years, 

government deficits and high consumer and energy prices have 

contributed to increasing difficulties in decisionmaking and in 

achieving consensus. As many of the postwar tools of industrial 

policy were lost to legislative or structural changes, admini- 

strative guidance grew in relative significance, 

Today, the Ministry of International Trade and Industry con- 

tinues to influence government and industry views concerning the 
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direction of industrial development. As a result of the con- 

straints and legislative and structural changes mentioned above, 

however, the Ministry has redefined the goals of industrial policy 

as (1) the need for Japan to move up the technological ladder in 

order to increase productivity and to promote conservation of re- 

sources and social goals and (2) the need to ease the adjustment 

problems, particularly unemployment, of certain declining industry 

sectors. 

CURRENT INDUSTRIAL POLICIES TOWARD 
EXPANDING INDUSTRIES 

The emphasis of industrial policy today has shifted from 

industry-specific to technoloqy-specific targets: industries are 

assisted in developing and diffusing technologies throughout the 

economy that contribute to achieving the goals of higher value 

added production, greater productivity, and resource conserva- 

tion. Industries such as computers, robotics, and aircraft meet 

these criteria and benefit from government support. 

Financial support for joint government-industry research and 

development programs is a major tool of government assistance for 

technology development. The government, directly or through gov- 

ernment banks (e.q., the Japan Development Bank), provides money 

for various industry research and development projects defined to 

be within the parameters of national goals. Perhaps the most ben- 

eficial side effect of this support is that firms receiving such 

support are viewed as good credit risks by commercial institutions 

and their access to debt and equity is improved. 
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In addition to financial assistance, government support also 

comes in the form of waivers from Japan's monopoly law for ap- 

proved joint activities. Under the 1971 and 1978 temporary laws 

promoting the electronics and machineries industries, MIT1 was 

given the authority to exempt certain activities from the anti- 

monopoly law. During the earlier period, MIT1 emphasized merqers. 

MIT1 for the most part, was unable to effect these mergers and 

turned its attention in the later period to encouraging joint 

activities. Consultations between MITI, the industry and the 

Japan Fair Trade Commission (which performs functions similar to 

the Department of Justice's Antitrust Division and the U.S. Fed- 

eral Trade Commission) determine the nature, participation and 

duration of cooperative ventures. Such ventures permit companies 

to work cooperatively in R&D endeavors and avoid duplicative 

investment on the part of an industry. Again, risk associated 

with sophisticated R&D is substantially reduced through this 

mechanism. 

Another form of assistance is the use of tax deductions, 

credits, and special depreciation allowances to reduce the cost of 

development and diffusion of high technology products. Tax cred- 

its of up to 10 percent of corporate taxes are available for 

investment in new R&D facilities and equipment. Accelerated de- 

preciation is allowed for facilities used to produce technologies 

approved by MITI. Other special depreciation allowances are 

available for certain machinery and equipment which embodies ad- 

vanced technologies. Deductions from taxable income are permitted 

for income received from the export of technologies or technical 

services. 
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En addition to tax measures, the government also attempts to 

promote diffusion of high technology products through its creation 

and support of special leasing companies. These two measures 

assist both developers and potential users of more modern and 

technologically advanced products and processes. For producers, 

developmental risks are reduced because market development has 

been assisted: and for users, high-cost, sophisticated equipment 

becomes more affordable and product innovation more accessible. 

These mechanisms work throuqh incentive rather than control 

and, as a result, the nature of government influence over indus- 

trial development is different than it had been during earlier 

periods. Significant obstacles hamper the success of government 

policies in each growth industry we reviewed. Development of 

leading-edge computer technologies presents new risk for the gov- 

ernment and computer companies. Problems encountered today in 

developing new technologies are different than those of licensing, 

adapting, and commercializing foreign technologies, which were 

successfully overcome durinq the last two decades. Robotics manu- 

facturers face an as yet undefined and undeveloped market at home 

and abroad. They must develop products as well as demonstrate 

applications in order to create demand for these products. The 

development of new aircraft and aircraft engines has become a task 

too costly for one company or, in most cases, individual countries 

to undertake, and Japanese companies, like those in other coun- 

tries, need to participate in international joint ventures. 



INDUSTRIAL POLICY TOWARD DECLINING INDUSTRIES 

Rising labor costs, sluggish world demand,.lower priced 

products from Southeast Asia, increased raw materials costs, and 

foreign market import restrictions have all contributed to severe 

economic disruptions for some Japanese industries. The government 

has attempted to assist these declining industries adjust to new 

circumstances by providing incentives to scrap excess production 

capacity. The government also assists workers in these industries 

through a number of unemployment and reemployment programs. 

The Japanese Government has assisted troubled industries 

since the 1960s. The Structurally Depressed Industries Law, 

passed in 1978 and extended this year, addresses some generic 

problems of decline. Different mechanisms are used for short- and 

long-term problems. For example, a rationalization cartel, which 

permits member companies to jointly reduce output in order to sta- 

bilize prices, is used to address short-term price and production 

imbalances. Plant and equipment scrapping programs are aimed at 

long-term structural problems. The new law emphasizes the consol- 

idation of business operations as well as disposal of excess 

capacity. The thrust of the government's current financial as- 

sistance, in the form of loans and preferential financing, is 

directed to small- and medium-sized firms, Larger firms are ex- 

pected to adjust on their own and, in th,e case of the shipbuilding 

industry, to assume some of the burden of assistance to small- and 

medium-sized firms. 

The Japanese Government, not unlike other representative de- 

mocracies, has found that political reality often constrains the 
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formation and implementation of economically rational decisions to 

phase industrial sectors out of the economy. Conflicts have 

arisen in setting priorities and implementing stabilization pro- 

grams between government and industry and between firms within an 

industry. Nevertheless, adjustment of declining industries has 

occurred, although the long-term success of this adjustment proc- 

ess is unclear. Some effective mechanisms do exist for employment 

adjustment. Private industry takes the lead in retraining and 

outplacement. Historically, high growth rates and a variable 

labor force have helped to ease adjustment. In the slower growth 

environment, the government has become more involved in the ad- 

justment process. Key elements of Japan's "positive adjustment" 

policy include (1) recognizing that emerging industries can ease 

the adjustment problems of declining industries and (2) coordinat- 

ing programs to assist resource shifts from declining to emerging 

industries. 

CONCLUSION 

Macro- and microeconomic policies showed a high degree of 

complementarity during the early post-war period, which reflected 

the broad consensus to reindustrialize Japan. Japanese monetary 

and fiscal authorities intervened directly to develop and support 

industrial policies during this period. 

Over time, changes have occurred, A key element of Japanese 

industrial policy has, therefore, been the flexibility of the gov- 

ernment and its programs in responding to the pressures and con- 

straints of the domestic and international economies. Government 
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credit rationing is a less effective tool for directing the pri- 

vate sector, because Japanese companies have become financially 

stronger and alternate means of financing have become available to 

them. Debt financing has begun to decline, although it still ac- 

counts for a large proportion of total corporate funding in Japan. 

The city banks’ dependence on Bank of Japan funds has begun to 

decrease as government-set interest rates move closer to those in 

the free market and as financial derequlation occurs. Increased 

budgetary deficits, coupled with increased difficulty in financing 

these deficits, have placed constraints on the government's abil- 

ity to finance industrial development. As mentioned earlier, 

industrial policy now focuses on increasing productivity and pro- 

moting resource conservation and social goals, in part through 

enhancing technology, as well as easing adjustment problems of 

certain declining industries. The government’s ability to direct 

the course and speed of industrial growth in light of an increas- 

ing number of conflicting priorities and legislative and struc- 

tural changes in industrial policy tools is unclear& 

Mr. Chairman, this concludes my statement. I will be happy 

to answer any questions you or your Subcommittee may have. 
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